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Market moves

Index returns as at 30 September 2018 (% p.a.)
3 Months

6 Months

1 Year
(% p.a.)

3 Years
(% p.a.)

5 Years
(% p.a.)

AUSTRALIAN EQUITIES

1.50

9.99

14.03

12.16

8.19

GLOBAL EQUITIES

5.61

9.43

12.89

14.73

12.59

A−REITS

1.98

12.00

13.25

10.30

12.59

GLOBAL LISTED PROPERTY

0.20

7.37

5.22

6.97

8.36

AUSTRALIAN FIXED INTEREST

0.54

1.36

3.72

2.85

4.28

GLOBAL FIXED INTEREST

-0.07

0.08

0.89

3.15

4.64

CASH

0.52

1.01

1.87

1.94

2.19

AUD/USD

-2.44

-5.93

-7.79

0.97

-4.96

MARKET INDICES:
S&P/ASX 300 ACCUMULATION INDEX
MSCI WORLD EX AUSTRALIA NR INDEX (AUD HEDGED)
S&P/ASX 300 A−REIT ACCUMULATION INDEX
FTSE EPRA/NAREIT DEVELOPED NR INDEX (AUD HEDGED)
BLOOMBERG AUSBOND COMPOSITE 0+ YR INDEX AUD
BLOOMBERG BARCLAYS GLOBAL AGGREGATE TR INDEX (AUD HEDGED)
BLOOMBERG AUSBOND BANK BILL INDEX AUD
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Economic Analysis
The unanchored economy

Global economic growth appears to have slowed moderately and the outlook has
weakened as markets attempt to make sense of an uncertain trade situation as well
as some loose signalling from the US Federal Reserve. The International Monetary
Fund (IMF) downgraded its forecast for global growth in October, partly reflecting
the US-China trade war. Global GDP growth for 2018 and 2019 was revised down to
3.7% from 3.9% while US growth for 2019 was revised down to 2.5% from 2.7%. The
IMF also noted that in the event of a fully-fledged trade war, US growth would be cut
by a further 0.9% while Chinese GDP would be 1.6% lower in 2019.
The downgrade to growth projections follows the imposition in late September
of 10% tariffs on a further US $200 billion of Chinese exports to the US. The US
has threatened to apply tariffs to all Chinese exports to the US—valued at around
US $500 billion—with many observers now seeing little prospect of a near term
resolution to trade tensions. The most noteworthy development over the month,
however, was the sharp rise in US bond yields and the accompanying downturn in
global equity markets. US 10-year bond yields pushed through the 3.0% mark, hitting
3.23% in the early part of October, while the S&P 500 suffered a 7.0% decline from its
peak with growth-oriented stocks and momentum strategies suffering the most.

The primary catalyst for the surge in bond yields
was the increasing uncertainty regarding the
‘neutral’ Fed funds rate
While ongoing strength in the US economy was partly to blame, as were unhelpful
remarks from President Trump, the primary catalyst for the surge in bond yields
was the increasing uncertainty regarding the so-called ‘neutral’ Fed funds rate. The
FOMC has for some time suggested that the neutral rate—meaning the rate that is
consistent with full employment and inflation at target—would rise to around 2.9%
over coming years. Markets had also implicitly priced in a peak of around 2.9% for the
Fed funds rate by mid-2019.
However, Fed Chair Jay Powell surprised markets by commenting that there would
be less emphasis on the neutral rate going forward, given that the funds rate is likely
converging on the neutral level and that the actual neutral rate cannot be calculated
with a high degree of accuracy. New York Fed President John Williams—considered
the expert on the neutral policy concept and its measurement—noted that, going
forward, the Fed would determine proximity to the neutral rate by observing changes
in growth and inflation data.
4
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Sensible enough, but hardly the kind of solid forward guidance that markets have
become accustomed to. With the anchor point for rates seemingly untethered, the
term premium on longer-dated bond yields rose.
Meanwhile in Europe, despite evidence of slower growth, unemployment continues
to fall in most eurozone countries. Across the entire zone, unemployment fell to 8.10%
in August from 8.17% in the previous month. Given that the unemployment rate had
reached a low of 7.28% just prior to the global financial crisis, it appears that the
labour market is close to fully recovered, albeit with most of the improvement coming
from Germany. In Japan, the tight labour market has so far not produced a significant
rise in real or nominal wages. One possible explanation may lie in the increased
number of women and older people in the workforce. Over the Abe years, Japan’s
labour force participation rate has soared from 64% to 70%.
The Australian economy continues to be challenged by the high levels of household
debt and further evidence of a decline in house prices. Reflecting these concerns, the
recent RBA meeting minutes noted: “Members observed that while the regulators
had already overseen a tightening of lending standards, and a degree of tightening
of lending standards had been implemented by banks in anticipation of the [Royal
Commission’s] findings, it was possible that banks could tighten lending conditions
further given the issues raised in the report.” It seems further tightening could be on
the way as a means of addressing market and regulatory concerns.
Chinese equities and the yuan remained under pressure over the past month as the
ongoing slowdown in growth and the potential negative impact from the escalating
trade war with the US has undermined confidence. The People’s Bank of China PBOC
cut reserve requirements for lenders during the month—the fourth move this year—
injecting more liquidity to stimulate bank lending. China’s central bank governor
Yi Gang noted that there is “plenty of room for adjustment” in interest rates and the
reserve requirement ratio (RRR), indicating that China remains ready to provide
stimulus to prevent a further slide in economic growth.
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Australian Equities
The Australian market rallied mildly in the September 2018 quarter, rising by 1.7% as
measured by the S&P/ASX 300 Accumulation Index. This added to a healthy rolling
12-month return of 14.0% as at 30 September 2018.
The gains over the quarter were led by a strong rebound in the Telecommunications
sector which returned +25% for the quarter. This was off the back of the
announcement by TPG that it would combine with Vodafone Hutchison Australia
to create Australia’s third largest telecommunications provider behind Telstra
and Optus. The TPG share price rallied strongly on the news, returning 50%, while
the Telstra share price also benefitted, rising 22%. These gains were off a low base
though, with the sector only returning 2.2% for the rolling year and -14.5% p.a. for the
rolling two-years.
Outside of telcos, the IT and Healthcare sectors also provided strong returns for
the quarter, rising 10.2% and 4.6% respectively. Both benefitted from a cohort of
stocks that delivered a strong outlook during reporting season. For IT, rising tech
names WiseTech and Afterpay rallied very strongly (30.5% and 65.2% respectively)
as investors rewarded their growth plans. In terms of Healthcare, CSL and Resmed
were up 5.0% and 12.1% respectively as both remained in an earnings upgrade cycle.
The Financial sector continues to disappoint investors, providing a neutral return
of 0.2% for the quarter and remaining flat (1.9%) for the rolling year. Worst hit out of
the ‘big four’ was Westpac, down 4.8% for the quarter after announcing a provision
of $235 million to cover customer refunds and litigation expected in the wake of
the Royal Commission. Outside of the banks, AMP again had a poor quarter (-7.9%)
as it too grappled with the findings of the Royal Commission. Overall, Financials
continues to have a significant negative impact on the broader indices due to its
significant index weight.
The A-REIT sector continued its recent revival, with the S&P/ASX 200 A-REIT
Index gaining a further 2.0% for the quarter, leading to a healthy return of 13% for
the rolling year. A-REITs had previously been adversely impacted by its retail subsector which both dominates the broader A-REIT market but had also been the worst
performer due to the woes of large retail anchor tenants such as Myer and Target.
However, these concerns have started to alleviate over the last half-year with retail
land-lords divesting non-core assets and recycling the capital into the development of
contemporary retail offerings in core assets.
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S&P/ASX 300 TR Index three-year rolling returns (% p.a.) to 30 September 2018
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The small cap sector again marginally underperformed the large cap sector with
the S&P/ASX Small Ordinaries TR Index returning 1.1% for the quarter. However,
on a rolling year basis the Small Ordinaries still returned a very strong 20.3% and
outperformed the ASX 300 by over 5%. The reason for this had been the very strong
performance in the smaller resource and mining services stocks and the relative
underperformance of the banks and Telstra in the first half of calendar year 2018.
The mid-cap sector outperformed both in the September quarter, with the S&P/ASX
Midcap 50 TR Index returning 3.6%. The mid-cap sector benefitted from the very
strong performance by IT names such as WTC and APT.

Outlook
The outlook for the Australian equities sector remains mixed. With starting
valuations still elevated slightly above long-term averages and EPS growth expected
to remain relatively benign, return expectations are below the recent trend. Sectors
facing the domestic economy are expected to come under pressure, as rising
household costs and falling house prices place pressure on house-hold demand.
This compares to the more bullish earnings outlook for sectors that have a large
percentage of their earnings sourced from the US market or which can benefit from
Chinese attempts to stimulate their economy in the face of US tariffs (energy and
resources).

lonsec.com.au
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Returns for the ‘bond proxy’ sectors, such as utilities and A-REITs will continue to
be buffeted by moves in the US bond market, which has seen some rises in rates as
investors react to the strength and duration in the current US economic cycle by
raising their inflation expectations.
Financials remain the largest index weight (approximately 32%) and the ‘big four’
banks constitute the majority of this. The banks are expected to cycle through a
period of subdued earnings growth. Pressure on house-hold incomes are likely to
lead to more subdued credit growth while falling house prices and the re-setting
of mortgage rates will place upward pressure on bad debt provisions. The banks
are also facing increasing regulatory risks, with the negative findings of the Royal
Commission expected to lead to significant changes to the operating environment for
their mortgage and wealth businesses.
Sectors that have had a more robust earnings trajectory of late, such as healthcare
and IT stocks, are expected to increasingly come under pressure due to their
elevated valuations. A trend across global markets has been the strong share price
momentum across long-duration growth stocks such as these. However, as we have
seen in October, the prospect of a steepening yield curve has started to place pressure
on such long duration assets. However, such sectors deserve to trade at elevated
multiples compared to the wider market due to their enhanced opportunity to derive
excess organic earnings growth.
Typical of ‘late cycle’ behaviour, the materials and energy sectors are expected to
perform reasonably well as commodity prices continue to stabilise due to rising
demand. The US-Sino tariff ‘wars’ are also expected to lead to increased commodity
demand as China pursues stimulatory measures to compensate for the economic
impact of US tariffs. The US’s strategy for the Middle East is also placing pressure on
oil prices.
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Global Equities
Global equities continued their rally in the September quarter, with the MSCI World
NR Index AUD returning a strong 7.4% for the quarter. This added to a healthy rolling
12-month return of 20.8% as at 30 September 2018. Emerging Markets had a softer
quarter, as the strength in the US dollar and weakness in Asian markets due to US
tariff policy and the impact on the Chinese economy impacted on equity returns.
The MSCI Emerging Markets NR Index AUD returned 1.0% for the quarter and
7.6% for the rolling 12-months. Global equities continue to significantly outperform
Australian equities over the medium-term, with the five-year return of 15.3% p.a.
being well above the S&P/ASX 300 return of 8.2% p.a.
Global equity indices are dominated by the US, with the US allocation accounting
for 62% of the MSCI index as at October 2018. This has been a boon for the wider
index, with the S&P 500 PR Index USD performing strongly in returning 7.2% for the
September quarter and 15.7% for the rolling year in local currency terms. The return
of the broader MSCI in Australian dollar terms has also been aided by the relative
strength of the USD versus the AUD. The strong returns have been driven, in part, by
the current strength in the US domestic economy.
Global overview to 30 September 2018
3 Months

1 Year
(% p.a.)

3 Years
(% p.a.)

5 Years
(% p.a.)

MSCI AC WORLD NR INDEX AUD

6.48%

19.04%

12.27%

14.38%

MSCI WORLD EX AUSTRALIA NR INDEX AUD

7.35%

20.82%

12.42%

15.25%

MSCI WORLD EX AUSTRALIA NR INDEX USD

5.13%

11.41%

13.55%

9.49%

MSCI WORLD EX AUSTRALIA SMALL CAP NR INDEX AUD

4.19%

19.52%

13.51%

15.51%

MSCI EMERGING MARKETS NR INDEX AUD

1.00%

7.56%

11.24%

9.07%

SOURCE: BLOOMBERG

Measures such as the ISM Non-Manufacturing Business Activities Index
continue to show strength, rising to 65.2% in September 2018 with seventeen nonmanufacturing industries reporting growth. The ISM Manufacturing Index also had
another strong result for the quarter, recording 59.8% although it fell from the August
reading of 61.3% as rising bond yields and government tariff policy started to mildly
taper demand (albeit from a very strong base). Measures such as the US tax cuts were
also a fillip to the market, funding both re-investment and further stock buy-backs.
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Outside of the US, other core regional markets in Japan and the UK had mixed
fortunes. The Japanese market again demonstrated strength, with the headline
Nikkei 225 PR Index JPY returning 8.1% for the quarter and 18.5% for the rollingyear to September 2018 in local currency terms. This rally was on the back of relative
weakness in yen versus the US dollar, lifting the growth expectations for Japan’s
export dominated economy. This compares to the parlous state of the UK market as
‘hard Brexit’ concerns dominated investor thinking. The head-line FTSE 100 PR
Index GBP fell 1.7% for the quarter and was flat for the rolling year.
The G-REIT sector remained flat, with the FTSE EPRA/NAREIT Developed NR
Index (AUD Hedged) returning 0.3% for the quarter and 5.6% for the rolling year
to September 2018. Rising US bond yields and a steepening of the yield curve has
placed pressure on ‘bond proxies’ such as REITs globally. The small cap sector has
started underperforming the large cap sector, with the MSCI World Small Cap
NR Index AUD returning 4.1% for the quarter. However, the rolling year return of
19.5% was more commensurate with the large cap index. Small caps have started
to underperform relative to large caps as investors become increasingly concerned
about their ability to maintain their margins in an environment of rising input and
finance costs. Small cap business models tend to be demarcated by a reduced ability
to pass on rising costs to their customers.
MSCI World ex Australia NR Index three-year rolling returns (% p.a.) to 30 September 2018
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Outlook
The outlook for the Global equities sector remains neutral, with the tailwind of strong
economic growth in the US continuing to fuel strong absolute sales and earnings
growth. However, the rate of growth is starting to challenge the capacity of the US
economy and this is leading to both rising input costs and pressure on wage rates. The
prospect for such inflationary pressures has subsequently led to both rising treasury
yields in the US and a steepening of the yield curve as the bond market starts to price
in the longer duration of this phase of growth.
This has led to the sell-off in October of longer-duration growth stocks (mainly
technology, healthcare and small caps) as well as continued pressure on bondproxies. Further, ‘late cycle’ sectors such as energy and financials have been rising.
This dynamic is expected to continue in the short- to medium-term as the economy
adjusts to the sustained uptick in demand. Further, the rate of earnings margin
growth is expected to be increasingly challenged from the previously very high levels.
Margins are expected to be pressured by rising input, labour and finance costs. Input
cost rises are also likely to be exacerbated by the impact of the US policy on tariffs.
Outside of the US, the outlook for the UK is patchy with political risk around Brexit
elevated at present and a key drag on the outlook. The outlook for the Nikkei remains
linked to the US dollar, with rising bond rates in the US likely to further add to the
relative strength in the USD/JPY cross-rate, which will add further to the demand for
Japanese exports. This needs to be balanced against the regional impact of a slowing
of the Chinese economy due to the impact of tariffs, with the rate of slowdown to be
tempered by the Chinese government’s moves to stimulate the economy.
US index returns to 30 September 2018
3 Months

1 Year
(% p.a.)

3 Years
(% p.a.)

5 Years
(% p.a.)

S&P 500 TR INDEX AUD

9.99%

27.86%

16.14%

19.94%

RUSSELL 2000 TR INDEX AUD

5.77%

24.96%

15.96%

16.91%

NASDAQ 100 TR INDEX AUD

10.91%

39.79%

22.40%

26.60%

S&P 500 TR INDEX USD

7.71%

17.91%

17.30%

13.94%

RUSSELL 2000 TR INDEX USD

3.58%

15.23%

17.12%

11.07%

NASDAQ COMPOSITE PR INDEX USD

7.14%

23.86%

20.31%

16.36%

SOURCE: BLOOMBERG
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World ex US index returns to 30 September 2018
3 Months

1 Year
(% p.a.)

3 Years
(% p.a.)

5 Years
(% p.a.)

MSCI EUROPE TR INDEX AUD

2.98%

8.80%

7.30%

9.78%

MSCI JAPAN TR INDEX AUD

6.01%

19.91%

11.39%

12.74%

MSCI GERMANY TR INDEX AUD

1.53%

3.33%

8.82%

9.96%

MSCI UNITED KINGDOM TR INDEX AUD

0.43%

11.63%

5.21%

7.67%

MSCI CHINA NR INDEX AUD

-5.55%

6.06%

12.56%

13.52%

MSCI EUROPE NR INDEX LCL

1.19%

2.02%

8.70%

7.28%

SHANGHAI SHENZHEN CSI 300 PR INDEX RMB

-2.06%

-10.37%

2.40%

7.38%

NIKKEI 225 PR INDEX JPY

8.14%

18.48%

11.52%

10.78%

EURO STOXX 50 NR INDEX

0.35%

-2.92%

5.93%

6.07%

3 Months

1 Year
(% p.a.)

3 Years
(% p.a.)

5 Years
(% p.a.)

MSCI ACWI CONSUMER DISCRETIONARY TR INDEX AUD

5.24%

25.65%

12.52%

16.16%

MSCI ACWI CONSUMER STAPLES TR INDEX AUD

4.37%

10.73%

6.11%

12.35%

MSCI ACWI ENERGY TR INDEX AUD

4.78%

26.72%

13.46%

7.12%

MSCI ACWI FINANCIALS TR INDEX AUD

4.78%

10.71%

11.00%

13.06%

MSCI ACWI HEALTH CARE TR INDEX AUD

13.32%

24.19%

9.88%

17.93%

MSCI ACWI INDUSTRIALS TR INDEX AUD

8.30%

16.23%

14.12%

14.77%

MSCI ACWI INFORMATION TECHNOLOGY TR INDEX AUD

8.38%

33.65%

24.43%

25.83%

MSCI ACWI MATERIALS TR INDEX AUD

2.48%

13.98%

16.48%

10.60%

MSCI ACWI REAL ESTATE TR INDEX AUD

0.66%

9.53%

-

-

MSCI ACWI TELECOMMUNICATION SERVICES TR INDEX AUD

7.35%

5.97%

3.58%

8.38%

MSCI ACWI UTILITIES TR INDEX AUD

2.93%

9.73%

6.80%

11.74%

SOURCE: BLOOMBERG

Global sectors to 30 September 2018

SOURCE: BLOOMBERG
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Cash and Fixed Interest
Fundamentals
The RBA remains steadfast in its cautious approach to monetary policy, holding the
cash rate at 1.50% in early October with no expectation of any change well into 2019.
As expected, the US Fed lifted the cash rate 25 basis points to 2.25%, a move well
flagged by market participants with most expecting there is more to come in 2019.
Cash continues to offer little by way of return—unless of course (as has been observed
in early October 2018) bonds and equities struggle to digest the Fed’s rate hike
trajectory and sell off in tandem.
Global growth continues at an above trend pace for the most part with unemployment
remaining low. Inflation has crept up largely due to a rise in oil prices and wage
growth. The price of oil remains volatile but since the start of the year has rallied
to above $75 per barrel (WTI crude). Domestically, the labour market is expected
to continue tightening into 2019, currently sitting at a six-year low. Wage growth
remains subdued with inflation largely flat.

Australian fixed interest
We view Australian 10-year bond yields as expensive at 2.50% and closer to offering
value at 3.0%. Similar to previous quarters, Australian bond yields moved around
during the three-month period and despite the sharp rise in US 10-year government
bond yields, the benchmark Australian 10-year government bond yield finished the
September 2018 quarter at 2.67%, only a minimal increase from the 2.63% return in
June 2018. At one point during the quarter the yield dropped back to 2.52%, however
most noticeable was the sharp rise immediately after the quarter end when the yield
hit 2.77%. Our DAA signals continue to favour other asset classes over bonds.
Similar to previous quarters, Australian bond yields moved around during the threemonth period. The benchmark Australian 10-year government bond yield finished the
September 2018 quarter at 2.67%, representing a minimal increase from the 2.63%
return in June 2018. At one point during the quarter the yield dropped back to 2.52%,
however most noticeable was the sharp rise immediately after the quarter end when
the yield hit 2.77%.
In addition, there was the widening spread between the Australian and US 10-year
yield, which blew out to approximately 50 basis points in early October. This could
lead to increased pressure on Australian bank funding costs flowing through into
mortgage rates, and may be further exacerbated by the weakening of the Australian
dollar versus the greenback with a fall of over 8.0% over the year to date.

lonsec.com.au
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Australian fixed interest three-year rolling returns (% p.a.) to 30 September 2018
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The Australian dollar remains under pressure with continuing trade tension between
China and the US, while investors are pulling money out of Europe in favour of the
greenback as the economy continues to expand.
Credit remains a favoured sector, although the shine has come off a little in recent
months. Most managers are constrained by the slim pickings in the domestic market,
which has not been helped by the status quo of monetary policy. The challenges for
active managers remain, with most struggling to produce consistent returns versus
alpha targets over the past year. As mentioned, previously there has been a trend
toward a stronger or more overt focus on relative value trades (based on the spread
between various global bond markets and Australia) in an attempt to squeeze out
some additional basis points.
We remain mindful of the continuing rise in popularity of passive investing as
investors are swayed by cheaper fees for what they consider competitive returns
versus active management. There is some merit in this argument, but we caution
investors over the inherent risks of this approach, emphasising the risk investors
are exposed to with the lengthening duration of benchmarks. Ultimately, the
greater exposure to longer duration bonds exposes investors to greater price
sensitivity for any given move in yields—a risk that active managers can adjust as
circumstances change.
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Australian and New Zealand 10-year government bond yields (%)
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We view fixed income in the more traditional sense—as an asset class that fits
within a defensive portion of an overall portfolio. As such, those managers with
higher weights to corporate credit (including lower-grade securitised assets) are
viewed as risker and prone to elevated levels of volatility during adverse market
events. Investors are encouraged to pay attention to the underlying asset mix of
portfolios to ensure allocations fit with risk tolerances. Are they seeking low or
negative correlation equity markets? Or a smooth income profile with limited
volatility?

Global fixed interest
The yield on the US 10-year government bond exceeded the 3.0% range in the second
half of September, ending the quarter at 3.06% (and moving above 3.2% in early
October). The pattern of yield increases during the September quarter across the US
curve was the same, with 2-year bonds ending up at 2.8% and 30-year bonds rallying
to a high of 3.21%. Mostly these results were driven by strengthening economic
data such as the ISM’s August manufacturing PMI report and the tightening labour
market, which has seen unemployment drop to 3.7% in September—the lowest rate
since December 1969.
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US, German and UK 10-year government bond yields (%)
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Italian, Spanish and Greek 10-year government bond yields (%)
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Investment grade and high yield credit three-year rolling returns (% p.a.) to 30 June 2018
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We favour global bonds over Australian bonds, although this may be viewed more as
‘averaging in’ to a higher yield market, relative to the Australian bond market which
remains expensive. Many global managers have been de-risking over the past 12
months, although some more than others. For those who have a structural bias to credit,
much greater emphasis is being placed on security selection and a general trend of
moving toward higher quality assets. We expect this to continue over the medium term
with the credit cycle in its late stages.
Securitised assets remain popular, although this is becoming an increasingly crowded
trade. Acknowledging these types of securities provide a steady stream of income,
the risks remain in terms of market liquidity. Another sector gaining greater favour
is leveraged loans, with investors attracted to the low default rates, attractive yields
on offer, and insulation against rising interest rates due to the floating rate structure.
Collateralised Loan Obligations (CLOs) have hit peak consumption with record issuance
in 2017, and this figure is likely to be exceeded by the end 2018.
We note that investors are exposed to very real risks with these types of securities,
including weaker deal covenants, complex documentation, and the lack of a standardised
market compared to corporate bonds. Like their Australian counterparts, we have
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observed an increased use of emerging market debt and currency in the armoury
of global fixed interest managers. This has exhibited mixed results, with currency
markets subject to quite different characteristics to mortgage backed securities or
loans, including high levels of liquidity and commensurately higher price volatility.

Credit
Investment grade spreads tightened slightly during the quarter, but only marginally.
On a valuation basis, and without any alarm bells on the fundamental front, credit
looks fair to expensive. High Yield, however, remains in expensive territory, with any
upward pressure in yields still met with strong demand. US high yield spreads have
averaged around the 370-380 basis point level since 2012 and were sitting around 360
in early October. With spreads at such tight levels, the risk of mark-to-market losses
remains heightened over the medium term, and a discreet overweight allocation is
not recommended at this point.
Emerging markets
Emerging Markets remain attractive to many bond managers given the lure of higher
yields. In recent years, we have observed increasing allocations to emerging markets
among those bond funds with global exposure (Global Bonds Funds Diversified Fixed
Interest and Unconstrained Bond Funds). Two popular examples are Brazil and
South Africa. Brazil’s 10-year yield of 10.86% (BB- rated) offers a
770 basis point spread over the US 10-year yield, and South Africa’s 10-year yield
of 9.245% (BB rated) offers a 609 basis spread. It is unsurprising that some global
managers find these opportunities too irresistible to pass up, however both Brazilian
and South African bonds and currencies have been impacted by geopolitical events in
the past year, causing volatility and liquidity issues for those invested. Going
forward, we expect further volatility in emerging markets, particularly those
exposed to the strengthening US dollar and those with political events on the
horizon.
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Property and Infrastructure
To the end of September of the 2018 calendar year, Australian Listed Property
(A-REITs) has recovered to record a +4.9% total return, just below that of Australian
Equities (+5.9%) but ahead of Global Property Securities (Hedged) (+1.9%) and Global
Infrastructure Securities (Hedged) (+0.6%).
Global property markets
Despite the spectre of higher bond rates and major global economies regarded as
being ‘late in the cycle’, expectations for global property growth remains reasonable
with Invesco predicting 6%–9% total returns for the next 12 months for various parts
of the world (US 8–9%; Asia/Pacific 7–8%; Europe 6–7%). Underpinning this view is
that fundamentals in property markets are strong (exhibiting low vacancy rates, good
rental growth, and capitalisation rate compression).1
We have been cautious on further capitalisation rate compression for around 12
months, and over this period the progressive revaluation cycle has seen valuation
increases filtering through. Past cycles have also shown that property continues to do
well in the early part of the upswing of bond/ interest rates, given that the strength of
economic growth is a major reason why bond rates are rising.
Nevertheless, the expectation from a global property securities manager is that
“interest rates will normalise slowly over a long period of time” while anticipating
“property valuations to moderately fall from the current elevated levels.” However,
sound property fundamentals “will likely mitigate any major falls in valuations as
required returns rise.”2

Australian property markets
Australia remains reasonably attractive in terms of commercial property yield
spreads to bonds (about 3% compared to the long-term average of 3.5%)1 and the
5–8% fall in the Australian dollar over calendar year 2018 makes prices obviously
cheaper to foreign investors. Australia’s exposure to commodity prices and recent
press coverage of the rural drought and residential price softening warrants some
caution over economic growth expectations, although other indicators remain solid
(including employment growth and infrastructure spending).
Within Australia’s property markets, our outlook for FY19 is rental growth on top of
A-REIT dividend yields of 5.3–6.1%. After strong rises in Net Tangible Assets (NTA),
valuations overall for the sector are around fair value (price over NTA ratios of
around 2–6% premium compared to the ten-year average of 5%).3

Invesco Real Estate House View (HI 2018 Global Market Outlook)
CFSGAM Global Property Securities – Monthly Strategy Update (August 2018)
3
Lonsec Equities A-REIT sector data (September 2018)
1

2
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Corporate activity in the sector has also buoyed performance with Investa Office
Fund finally looking likely to go to either Canada’s Oxford Group (revised $5.60 offer)
or Blackstone ($5.52 offer), valuing the group at $3.35 billion. Propertylink has made
a share and cash offer worth around $3.04 for Centuria Industrial REIT (total value
$755 million). To complicate matters, Asian backed investor ESR has in turn made
a share and cash offer for Propertylink. Folkestone directors have recommended
an offer by Charter Hall Group at $1.39 (total value $204 million) to absorb the funds
management, social infrastructure and development group into the larger Charter
Hall platform. NextDC is buying 360 Capital’s 67% shareholding of Australia Pacific
Data Centres to fully own the properties it leases.
The residential property market is reporting signs of reduced auction clearance
rates and easing prices, particularly at the top end of secondary market transactions.
For listed Australian property groups involved in this sector (selling developed land
lots at the low- to mid-end of the price range) there continues to be a solid pipeline
of demand without discounting of prices. However, the high-rise apartment market
is showing some signs of retreat with developers delaying projects. As the following
chart indicates, new dwelling activity is expected to ease over the next 2–3 years (by
5% p.a.) but will still be at historically elevated levels due to the continued high levels
of immigration.
Australian dwelling starts (HIA forecasts)
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Australian and global property three-year rolling returns (% p.a.) to 30 September 2018
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The residential sector still faces some uncertainty as to the impact of recent bank
lending curbs, lifts in foreign investor charges, plus the speed of interest rates
increases. This would be exacerbated if Labor won the next federal election and its
policies were passed to limit negative gearing on existing housing and to hike tax
rates on capital gains (aimed at investors that are estimated to account for one-third
of the market). Consequently, this could lead to distortions towards demand for new
housing stock, benefiting developers like Stockland, Mirvac, and Peet.

Global Infrastructure markets
The message is similar from global infrastructure securities managers, cognisant
of being ‘late in the cycle’ of this long bull run in equities. Given the US accounts for
between 35–50% of infrastructure securities (depending on the index), the outlook
for continued above-trend growth in this economy underpins the sector outlook.
The stable (inflation-hedged) cash flows combined with the ability to grow asset
bases supports expectations of low double digit returns for FY19 (a yield of 4.4% and
earnings growth of 7–8%).4 Should an economic downturn occur, the infrastructure
sector in general should be more resilient than equities or property.

4

RARE Infrastructure Presentation (August 2018)
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Capital continues to be attracted to the sector for the long-term cash flow stability
attributes (to match long-term liabilities and supply the basic needs of communities),
which has elevated private sector valuations. In particular, listed valuations are
lagging as markets build in higher bond yields (required returns) with valuations
about mid-range historically (EV/EBITDA 12x compared to a five-year range of
9–14x).4
Examples of the ability of infrastructure groups to grow their asset bases include
Transurban’s involvement in the Sydney Transport Partners consortium’s recent
successful tender for 51% of the WestConnex/Sydney Motorway extension, for
a total $9.3 billion (TCL 50%). In the US, CFS estimates that listed infrastructure
firms have US $50 billion of proposed energy export projects (mainly LNG
terminals).5 There is also ongoing spending by electric and gas utilities to expand
green energy initiatives (including wind and solar) and on upgrading existing utility
infrastructure.
According to global energy market research group Wood Mackenzie, the LNG export
wave in the USA will see the number of terminals increase from two, with six projects
having development approval and a further 11 expected to receive final approval
during 2019. This increase is being fuelled by China’s rapid change of industrial
plants from coal to gas in order to reduce air pollution levels. Wood Mackenzie has
“increased its forecasting for the gap between world LNG supply and demand in 2025
to 65 million tonnes a year from 45 million tonnes.”6

RARE Infrastructure Presentation (August 2018)
CFSGAM Global Listed Infrastructure Travel Diary (July 2018)
6
Australian Financial Review, ‘US set for second wave of LNG exports’ (19 September 2018).
4
5
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Alternatives
The Fed continues unabated on its path to raising rates, exposing pockets of stress
across a range of markets (cryptocurrencies, emerging markets and China). As liquidity
drains from global markets it exposes
poor capital allocation decisions that were made on the back of ultra-low funding
costs, creating volatility. This increased volatility is something we have spoken about
for some time now, and we expect volatility episodes such as the one we saw in midOctober, to increase in both frequency and magnitude over the coming year.
The most recent episode saw bond and equity markets sell-off in tandem, highlighting
the importance of having a range of diversification tools at your disposal when
designing a balanced portfolio. Traditional diversifiers such as duration cannot always
be relied upon to provide protection. Alternatives can play an important diversification
role within a portfolio, with their low and sometimes negatively correlated exposures
providing a cushioning effect in times of stress.
Not only an important diversification tool, we expect to see good return opportunities
opening up for hedge fund strategies (particularly macro, market neutral, relative
value strategies, and systematic risk premia) as stock and asset class dispersion
widens. The US is now clearly more advanced in its economic cycle than Europe, Japan
and even Australia, providing good opportunities for macro investors. We retain our
preference for sub-sectors at the more liquid end of the spectrum that are diversified
and lowly correlated to equity and bond markets. Private Equity is looking stretched
from a valuation perspective with large amounts of capital flowing into the sector in
recent years. This, coupled with Private Equity’s historically high correlation to equity
markets, leads us to recommend trimming allocations from this part of the book.
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